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Westcrn Wireless I’etition for Rulemaking 
Tu Eliiiiiiiate Rate-eFReturn Regulation of  ILECs 

7011 Ten Reu,wrn.\ lo Eliirrirmie Ru/e-rif-Retrrrir (“ROR’’) Re*.rrlu/i,in 

S a ~ c  Money.  Oy far tlic Lirgc\t cause oCthc giowtli o f  tlic high-cost universal scrvicc fund IS  

d i ~ h i i i ~ c i i i c i i ~ ~  10 iura1 IL1;Cs pursu;iiit ro ROR formula$ Consumers across the counlry would 
,iiw huiidicd> of ini11ioii~. pos\ibly billions, oi.dolliir\ if ROR wcrc eliminated and rcplaccd with 
.I \y>tcin bcircr uiigclcd lo suppoir affordable scivicc for consuincrs in high-cost areas 

Stoii Waste, Fraud and Abuse. Rcgii lalor~ and indcpcndcnt auditors rarely, ifever, look at thc 
.iccoiiiiliiig book!. of moil ROR carrier\. and opporiiinilics abound for cai’ricrs to ovcistate their 
c11,1> sild tlicrcby increcisc Ihcir iicccss cliargcs and high-cost support The Supreme Court 
i c o ~ g n i ~ c d  llial Llic ILTC,’ “book L‘OSI-, may be ovxsiatcd by approximately $ 5  Billion ” 
I L . C I . I X ! J  I L%‘(’, 535  IJ S 467, 5 I X (200?)] 

Pre\.ent CrowSubsidiea aiicl Cost Misallucation. In  t l ic fcw cases whcrc the FCC or a slate 
~ o i n i i i i ~ ~ i o i i  cuaiiiincd c~irricrs cost submissions, they found niillions of dollars of inisallocatcd 
W,I\ i i icl~idii ig co\Ic ofuiitcgultiicd al l i l iahcs assigned to the I L K  111 order to inflare high-cost 
w p p ~ i  1 111 m o ~ ~  c a w ,  tlic PC‘C may lack authority to ordcr rcmcdics Cor such over-earnings 
“ I I I  im cii i ol‘coipul-iilc goc.cIn;incc pi-ohlciiis and accoirnliiig deprcdstions,” [AdelslcinICopps 
\ i i i~cinmi,  FCC 03.1 I I. S, 19/03], t l ic FC‘C should changc l l ic rules to eltininale lhc reward5 for 
>iicI i  : ~ ~ i r ~ - c ~ ~ i i i p c t i r ~ v c  tniscoiiduci 

Crcate Incentives for Etticiency. ROR rcgulation give5 ciiri iers iiiceiitives “to adopt die most 
costly, mtlicr tliaii tlic n i m l  cllicicnt, invc$lmcnl strategies,” [3 FCC Rcd 3195, 3219-201 
13idiiig ROR woiild crcalc i i i c c ~ i ‘ l i v ~ s  Trii i i ioic ef l icienl networks, and would benefit consutners 

Enhance Incentives f o r  Insovation. The FCC liiis recogiiizcd that ROR “may have a negative 
~.IIl.cl on iiiiiw:ition 
doildr c.iiniiig5” 13 FCC Rcd 319.5, 32231 Eliininating ROR regulation wouldcnhancc 
i i icciit i \c\ IO q x c d  tlic dcployincnt of i icw technologies, bcncfitting rural consumers 

I<ciiiovc Barriers to Coiiipetitinn in Rural Areas. Rural cuslonicrs benefit from acccss to 
c ~ ~ ~ n p c u t i v c  IcIccoin ~1tct i ia l ivc\ ,  but ROR icgulation 15 a bariicr lo rull compclilion ROR 
tiiigcts RI.EC>’ revciiue:6 lo iicliicvc a guamtccd rctiirii on investiiicnl on all I i i~torical costs 
incurred. wli i lc ll ic RLECs’ compc‘litors I e c e i v ~  portable funding only if thcy can obtain ETC 
dc,ign:ttictii, ;ind cvcn thcn only ~ ~ i t l i  rcspcct to the I i i ic\ Ilia1 Ilicy providc ~ and unlikc the 
RLEC,, coiiipciiti\~c carriers' invcsti i ic i i t~ arc at i-isk 

f i ,  I)i>tortcd li itrrcarrier Cuinnenaation. Elimin;iling ROR would cnablc Ihc FCC to rciiiovc 
i i i i p l i ~ i t  h i i b d i c s  froin the RI.F.C,’ K W ~ Z  rates, a s  thc Acl tcquircs Tl ic RLECs’ currcnt, 
:u i , ruwidd~ h g l i  ‘uxc>s LIicirg+ dihiurL I O C ~  and loiig-distaiicc compct i~~on In rural aicas. 
Ucpi i \ c  r~ii:iI co i iw inc i -~ of;icccs\ to long-disrancc altcri iati~cs, and iiitcrfcrc will1 the 
tics clopiiicnr of .i comprcliciisivc rii~ioiial bystciii of  intcrcarrier conipcnration 

Rtttiunalize and Modernize Hieh-Cos1 Support. Tlic currciit high-cos1 support syslem IS an 
~i i : i t ional  hodge-podgc Ih:it g i v o  iriiral ILEC‘r v a d y  inole huppoit than larger cwricrs for scrvlng 
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idciiticxl gc.ogi;ipliic arcas, rcumdr thcin siinply for being small, and ignores wlicrhcr they are 
c.llicicnl or iiot I‘hc ROR paradigin must be rcplirced with a compctitively neutral systein that 
ci ihuiw “v i l l i c i c i i t  funding uf(ur/~inier.s, 1101 proiwlc’n,’’ 3s thc 1‘296 Acr rcquircs [Alenco. 201 
F 3d 008, (170 (5th Cir 2000) 

Rcmedv tlnhealthv Dcwndrnce of RLEC Sector. Many RLECs reccivc 70% or more of tlicir 
liindiiiy lioiii u i i iv~rhal  rcrvicc .riibsidic\ 01 i i itcrcairici payinciils. rarhcr than rroin their own 
Ci iw i i i c r )  Tlii, uiihcalthy dcpciidciicc iiisuIiitcE tIic’~c cilii icrh frolii any incentive to be 
icq)oi i \ i \c  10 tlicir otvii c ~ ~ i ~ ~ u ~ i i c r s ’  nccds Eliminatiiig ROR and rcbalancing ratcs would put 
tlic\c i i i rr icib oil ii icalt l i icr liiiaiici:il footing 

10 The FCC W’as Currect nnd Shuuld Keep Its Promises. In tlic 2001 RTF Order, tlic FCC 
ici i l l i imctl its I YY7 coiniiiitincnt to adopting forward-looking cost-bascd support niechanisiiis for 
t i i r i i l  C ~ ~ C I C I Z  It 15 tiinc foi the Coiiiiiiissioii lo deliver on this wonhy cominitincnt 

‘1 

1 i i  \i,in, ROR rcgul;ilioii bloalr llic uiiivcrsiil scrvicc fund, crcalcs opportuiiitica and incentives for 
iinstc. liaud :iid a b u x ,  and inhibit\ tlic dcvclopinenl ofellicient, iiinuviitive, and competitive 
W I ~ I L C \  l i ir ruii i l  coi iwmcr> ROR regulation lias outlived i ts  time and inusl bc replaced will1 a rnorc 
appiopi i i i ic fi)i iii 01 regulalion bawd upon today’$ compctilivc cnviruninciit 

e * * * *  

\bc\rcrii Wirclcss proposcs IO replace UOR regulation with ii forward-looking cost-bascd system to 
dcrcriniiic i i i i ivcrwl  WI-VIC~ high-cmt support and 3cces5 cli;irgc riitc level, 

Co5t \Ic*thudolou. Dewlop a inodsl or ollier e m f  analysis inethodology that ;iccuiately estiinates 
ilie f~i iw~~ri l- luoki i ig cob1 d\\. ircl inc scrwcc in high-cos1 arcas Develup a si in i lar  inodcl or other 
inidhodology IO estimate i l ie lbruxd-looking cost 01 
11ie 1ow1 d i h c  wi ic l inc oi u i i c . I c ~ s  iuiwar&looking cost iii eacli grogiaphic area 

buppurt hle l l iudu lu~ .  I’i~),vids two ~ype~ofsuppor t  
c o i l  o S w \ ~ c c  with a natiuiial bciicliin;tik. iiiid rhe hrcond bnxd on starwide a v e r a y s  As an 
indliceinent io rate rebalaiicing did  e l i m ~ ~ i a i i n g  in ip lx i l  subsidies 111 rclail rates, liinil support lo 
cari iem with ret:iiI r a r a  i h a ~  arc bclow iiiiiiiinuin “alfurdable” levels 

Phaw In the N e w  S n ~ r n i .  Iinplsmenr tlir i i r ~  rule5 it1 2006 (at the end of h e  S-year period 
Ipiwidcd by the RTFOrdcv) for coinpetitwe ETCs, iioii-ruwl ILEC.;, and rural ILECs owned by 
~c ld i rvc ly  h g e  holding coiiipiiiiies Phase i n  the rule5 ovei the lollowin3 6 years for sinnlkr rural 
I L C(‘u 

Establish “SaTetv Net” and “Hold Harmless” Mechanisms. To avoid rate shuck, implemenl the 
plan so that no study area loset inore than a specified percentage of the amount o f  suppoi1 i t  
Iiieviously received in any one y s x  Offerndditioiial suppoit i f a  canier can prove that the forward- 
l c d i n g  wpport dinwni  I\ i i i \ i i l l i c ic i i l  given 11s pmiciilar circuinstances 

Kdorin ACCW Charges. Kebalancc ~ C C ~ S C  cliaige5 by fiioving non-lruffic sensiiive cost& and otlier 
i i i lp l i~1l  subhidics ouI of iiccc>s charges paid hy loiig-dist:inLe carricn, and inlo subwibcr line 
~ l i i i rgc\  Ser RLEC iiccc\s riiteb b.wd un f u ~  wiiid-looking costs, price c i y  ~ncchanisrns, dndlor 
::cnci I C  i i i ic i iai i  ier wii i l iei isal ioi i  rulcs 

srrvicr Support would be b a r d  011 

llic l i rsl  bascd on a simple coinparison o l Ihe  
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Before the 
FEDERAL COMMUNICATIONS COMMISSION 

Washington,  D.C. 20554 

I n  the Mattcr  o l  ) 
) 

I ncumbcnt Local tixchangc Carriers ) 
) 

Fcdcral-Stat~. Joml Board on U n i v t ~ s a l  ) 
Scrv1ce 1 

) 

E1i1nin;ition of Jlatc-of-Return Rcgulation of ) RM-- 

CC Ilocket No. 96-45 

PETITION FOR RULEMAKING 
TO ELIMINATE RATE-OF-RETURN REGULATION 
OF INCUMBENT LOCAL EXCHANGE CARRIERS 

Western Wireless Corporation (“Western Wireless”), by counsel and 

piirsu:int t u  Section 1 401 of thc Commission’s rulc, hereby submits this Petition for 

Kulemaking to c.liminacc rate-of-rcturn (“ROE’) rcgulation of rural incumbent local 

cxchangc carriers (“RLECs”), for purposes of determining their federal hlgh-cost 

rinivc*rsal scrvice support and interstate access charges This petition seeks to 

hci1it:ite the transforma tion of the local telecommunications market from a 

monopoly to a competitive cnvironmcnt by rcplacing a highly inefficient, 

noii-c:nmpetitive system of regulation with an efficient, competitively neutral 

approach tu rcgulaling RLECs By granhng this Petition, the Commlsslon will 

rclcasc riir;il con5iiiners from thc monopoly gnps  of the RLECs, whose domlnant 

p o ~ i t i m  i n  t h r  1oc~:il m;irket thre:rcens thc ability of rural America to have access to 

h s i c  . i d  dvanced  services comparwtile to those available in urban arc as^ 



.4s the Commission has previously recognized “rate of return 

~~ :u l : i t i on  pi,ovidcs regu1a~c.d !irms with very strong incentives to pad their rates,” 

Ira& thcm 3 0  adopt thc most costly, rather than the most efficicnl, investment 

di*:itcglcs hecause its primary means of increasing dollar earmngs under ratc-of- 

1clrir.n constraints is to cn1nrg:c. i ts  rate base,” and “may have a negative effect on 

I l l l I O Y i l l  iO l l  

dollar earnings ” L/ Morcovcr, ROH regulation is based on a n  outdated monopoly 

paradigin or guaranteeing that a favored group of carriers “recover their investment 

in Lhe l l J t d  network facilities necdcd . . . .” 2/ This paradigm of protecting selcctcd 

rarnvrs’ invcbstiiients must be replaced with a paradlgm of ensurlng “sufficient and 

cc,iiiyctitivc.lv-nrutral fiinding to enable all customers to rcceivc basic 

teIec~immiii~ic.;itions services," since t.hc 1996 Act “rcquircs sufficicnt funding of 

customers, not pwuzders ” 31 ROR rcgulation has outlived its time and  must be 

rcp1:ic‘etl wi th  a inorc apyroprialc Curm of rcgulatlon based upon today’s competitive 

twcauw A cwricr’s reward for such innovation is a reduction in its 

I‘ ri v I i’i I 11 111 c 11 t 

1. INTRODUCTION AND SUMMARY 

Wcstcrn Wirclcss prov~dcs commcrclal mobile radio service (“CMRS”) 

in 18 Metropolltan Statistical Arens (“MSAs”) and 88 Rural Service Areas (“RSAs”) 

2 



111 l ? ~  s l a ~ c s  

t~,l(,coinmunlcations carricr (‘‘UlT) in  14 states, plus the Pine Ridge Indian 

reservation Morc and more consunicrs today rely on wirelcss services for the 

trlcc~oinm~iiiications needs Wireless and wirelinc services arc becoming largelq 

intui,ch,~iijic;it~le. with both services increasingly competing to  servc a consumer’s 

tt~leconini 11 illcations nccds 

with the HLECs is seriously roniprumised by a systcm of regulation - Rate-of- 

J<ctui,n regulation - tha t  cssenti:illy guarantccs the RLECs’ dominant position in 

tlie m;ir!+tplncc~ 

‘rhc Company h a s  :rlso bccn designated as an  eligible 

The ability of‘ Western Wireless to effectlvcly compete 

Western Wireless, hke any business in a compctitlve environment, 

t dw3  iiivcstment risks and rcceives revenues only to the extent that  it is able to 

at t rw t  customers By contrast, RLECs are the beneficlaries of ROR regulation that 

provides thein a perceived eiiti tlcincnt to recover all thew operating cxpcnscs and 

dcprcci:ition on capital expenditures, plus a specified rate of return on investment. 

Wcslern Wireless and other competitive carriers operate In a much different 

market. a markct without cntitlements. guarantees, or immunlty from marketplace 

forces In the competitive market in which Western Wlreless operates, consumers 

determine a cari’ier’s fatc 

.As explained below, KOK rcgulatiun disservcs the public interest by 

, ~ ~ n ~ b i L m g  <(+iripetitmn, enahling incumhent carriers to maintain a dominant 

pusillon in the local cxrhange market, and creating an inefficient universal service 

- 3  



funding mechanism that is growing too fast and exposes the public to serious rlsks 

ol h.:iud and  abuse 

First, thc system of KOlL regulation, designed for a monopoly 

c:nviroiimcnt, h:is no place in a n  environment of local compctition. The KOR system 

t ;irgcts KLECs’ access rates and high-cost support to  achieve a guaranteed return 

on invcstmcnt on ;ill historical costs incurred, while KLECs’ emerging ETC 

competitors receive funding only on a per-line basis for those lines served Unlike 

incunibenl carriers, competitive entrants’ investments are at risk. ROR regulation’s 

w1i;ince on the JI1,ECs’ historical costs is also inconsistent with the advent of local 

coinlxtition. since ~ as the Commission has long rccognizcd, and as  the Supreme 

( k J U I t  recently affirmed, forwei,d-looking costs are  the only trne measure of the 

factors that  drive economic decision-making 

Sccond, as thc Commission has rcpcatcdly recognized, ROR regulation 

in te i , lc tes with iiiccntivcs Cor carricrs to opcraLc ctficicntly, deploy new 

tcchnologies, and reducr their opeixting costs. In today’s increaslngly competitive 

c~iivironmcnt, it makes no scnsc to rctain a system that  gives carriers incentives to 

opew te inefficiently and discoitrages them from introducing technological 

innovatwns The ROR system. which rewards carriers for being small and 

inrfticlent,, also creates arlificial and inefficient Incentives for RLECs to remain as  

small as possible, and for larger ILECs to sell exchanges to sinaller carners, even if 

- 4  



i t  wuuld be woiiomically cfficient for RLECs to combine or for larger carriers to 

clperate ttiosc exchanges 41 

Third, KOR regulation is the true cause for the growth of thc high-cost 

umwrsal service fund, whlch tlirealcns the long-term viability of thc fund 

iinivcrsal sc'rvice fiinding incchanism based upon KOK regulation, the almost 

wiiiplc~tc lack of independent oversight over the KLECs' cost reporting, and legal 

rt,stIictic)ns on L t i c  Conimission's ability to rcqiiirc rcfunds or othcr rerncdics if and 

when i t  ikjlects llOK over-earnings, leaves the public exposed to a very serious risk 

01 h u d ,  wasre, and abuse In this "era of corporate governance problems and 

accounting tlcpredations," SI this risk should be unacceptable. 61 

A 

I 7  I his petition proposes eliminating and replacing KOR regulation of the 

1,i~gvr RLECs hrginnlng 111 2006. and of smaller carriers over a gradual transitlon 

- .l/ 1dr.iIly. rcg:ul.ition sliuuld ncithcr crcate inccntivcs tor concentration nor create 
i n ~ ~ i t i v ~ s  fu r  ,le-ci,i~ceiitration, tiut should al luw the marketplace to delerrnlne the optimal size 

ol t,eIt.com ni it t i i u ~  twns carriers 

- 5 i  Sccl~r,ri 272(/)(1) Sunsel o/lhe BOC Separate Affcliole and Rclalcd Requirements. 
Fuxthcr Notice o[ Proposed Rulcmakiiig, WC: Docket N o  02-112, FCC 03-1 11 (released May 19, 
NO.3) (sepwnlc stnlement of Coinniissioncr Michael J Cupps and Cornmisstoner Jonathan s 
A~lrlnlrin, ,.oncurring) S'w u1.w 2002 Rugulatory R ~ U L C W  - Rcqucrernents Gooernzng Lhe NECA 
Noord o/ L)rrr~-lor.s undcr Scctrun ti9 W 2 u f  f l iw CumrnisaLon; Rules and Rcqucremerkls for the 
Conipuiaiion o[Auvugc Sclicdulc 1'u~'rrccnLs nndcr Scdzon G9. GO6 or l h e  Comnarsskon's Rules, 
Nrport i l~ld Udw. CC Dockct Nu 111~174, VCC 0:3.151 (released July 3, 2003) (statement of 
C'ommsslmrr  Mich;iel J Copps dissc~ntlng) 

-. (ii 
I . O I L ~ W  Be Ijin~~rcd") WII supply evidencu u l  sudi rnalfeaeance that state cununlssiuns in 
CciIit'urni.i Kaiisas. iind uthet s la tes  h a v e  idcntificd This inf'urmation builds on add~tional  

t h ~ ,  J r i i ~ i t  I h r ~ r l  PovIaDd~ly T'rotccdlng:, atid mcludrd as Attachment B to this Petition ("Rate uf 
l i c l u r i ~  ~ttegu~alL~Ji1 A Filileil Modi.1 fur I kunon l ic  Regulation") Morcover, record evidence 
. d i e ~ i d v  belort: thr, FCC s h w s  lhat ROR TI.ECs earned a t  least 5400 millton of dollars in ~ X C C S S  

d h11~11 thc Pxlstiiii: ROJl sys iem i i l l o ~ s  (JWI the past few years SeeAT&T Ex Parte Fdmg. 
VC' [hirket Nub 00~256, 96.45, 'JH-77, ,Ind YX-l(jg (Iiled May 9, 200;) 

In Altat.hincn1 A tu tlns I 'vt i t iui i  (.'RCile ul 'Re~urii  Regulation Problems That Can No 

W& I M . ~  111 J ~ e p u r i  subrnlttcd w ~ t h  Wcslern W~~-eless'Reply Comments filed June 3, 2003 In 

http://t,eIt.com


pcriod in  su twquent  years ‘ l h s  petition also calls for instltuting extensive new 

iafcsgwirtls during the t rnnsitional time period during which KOK will remain in 

t .1 fkt  Thc tinic is right fur :i rulc%making to rephce ROR regulation, particularly ~n 

hght of thc fullowing closely related, pending and soon-to-be-init,iated rulemaking 

Iwoc‘eedings 

First, thc rulemaking proposed here is closely related to the pending 
Joint Board Porlnbilit,~ Proceedin,g, which addresses “the methodology 
for calculating support Cor ETCs” - including incumbent as well as  
conipctitive ETCs -“in compctitivc study areas ” 71 This rulemaking 
proceeding would dcvelop a comprehensive record for the 
estahlishinent of a new high-cost support system for all ETCs in lieu of 
HOK regulation and would be helpful in addressing issues in the  
pending J o ~ n t  Board Portability Procecdzng Given the relationship 
among thest: issues, Western Wirclcss would support a referral to the 
Fcdcral-State Joint Board on Universal Servlce of many of the issues 
discusscd here Wcstcrn Wireless would also support referral of 
related sep;rrations issues to the Federal-Statc Joint Board on 
Separations 

Second, the ruleinnking suught here raises issues that are highly 
rclwant  to the forthcommg “comprehensive review of‘ the hlgh-cost 
incchanisms for rural and non-rural carriers as a whole,” in which the 
Commission has committed to “consider all options, including the use 
of forward-looking costs, to deterinme appropriate support lcvcls for 
huth  rural and non-rural carricrs “s/ 

Third, the rulemaking sought here dovetails with the Further Notice of 
Proposcd Rulcmaking accompanying the Tenth C L F C U C ~  Remand Order, 
in which thc CoiiimissJon seeks comment on additional targeted 
lcdcral support to advance the goal that  “states [ ] be encouraged to 
repl:rce implicit support with explicit support mechanisms that  will be 
sustainable in  a competitive environment,” which should help “achieve 
Congress’ universal scrvice goals by creating an  explicit support fund 



to bcnefit coiisuniers who need i t  and by  eliminating the vestiges of 
iinplicit suppor t  that niisallociite resources and distort competition.’’ e/ 
Fourth, a rulemaking proceeding to climinate ROR regulation will help 
the Cummission iichieve its objcctives with regard to intercarrier 
coinpensatmi. lo/ Eliiniiiating ROR regulation of the RLECs’ access 
ch:ii-gcs will en;ible the Coinniission to eradicate thc implicit subsidies 
currently cinbedded in those rates, a s  the Act requires. 111 It will also 
hclp the Commissiiin to end the economic distortions in the local and 
long-distancc niarkctplace caused by the RLECs’ cxccssivc access 
rates 

Finiilly, the recrntly opcncd Total Element Long-Run Incremental 
Cost (“TELRIC’) review proceeding will addrcss forward-looking 
costing qucstions that may also bc relevant to  the development of a 
new foi-warcl-looking cost-bascd universal scrvicc support systcm for 
RLECs, non-rural incurnl~ent carriers and competitive ETCs. Ifz/ 



Wc offer hrrein a brief history of RON regulation, including the FCC's 

stated (.oininiI.nwnt to t~ansi t ion all high-cost universal srrvice support to a 

l'orw;ird-looking system Ncxt, we providc more detailcd support for why the 

crbsolett: :ind anti-ciiinprlltivc system of ROR regulation should be brought to an end 

:\b ~ ~ ~ p e d i ~ i i r u s l y  a s  possible We cli~cuss possible replacements for ROR regtilation, 

incli iding d forward-looking econoinic cost-based system to set hlgh-cost universal 

secvicc funding amounts in rural areas, and rate rcbalanclng and an overhaul of 

I{LEC iicce55 chargcs as part of comprchcnsive intercarrier compensatlon reform. 

Finally, we offcr a transition plan for phasing out ROR regulation and introducing a 

system of regiilation bnscd on forward-looking economic cost. 

As dcmonstlated herein, lZOlt regulation has outlived its usefulness. 

Now is tlic time for the Coinmission to inltiate a rulemaking proceeding to 

(~litninate ROR regulation of the RLECs and rcplace i t  with a new system based on 

f(irw:~rrl-lriokiiig cconom~c' costs 

11. BACKGROUND 

A. Ilate-Of-Return Kegulation Has Its Historical Roots In The Era 
Of Monopoly Local Telephone  Serv ice  That No Longer Exis ts  

ROK regulation based on h~storlcal, embedded costs was first 

inti~oduccd in thc contcst of ~ ~ c g u l a t i n g  a monopoly power company's return on 

IilvcsfrncnL In  1944, the Supreme Court uphcld thc Federal Power Commissmn's 

duclsiun to use ROR rt.gulalion based on historical costs, and rejected a utility's 

:lrguinent t l x ~ t  thc agency should have uscd ii "fair viilue" (based on reproduction 

c1lst.s) rnrthodii1og.y (one form of w h a t  is now referred to as a forward-looking 
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c ’ t o ~ ~ o m ~ ~  cost methodology) 

t h e  iiiition thxt KOR is thr only Ieg:3lly pcrmissiblc approach to rcgulatmg cvcn in a 

nionopoly cn viniiinicnt 

The Supreme Court, however, specifically rejected 

It IS not theory h u t  the impact of the rate order which counts. If the 
t i i td eKfict <if thc ratc ordcr cannot be said l o  he unjust and 

declitre thal  a p;irticular incthod of rate regulation is so sanctified as to 
makc i t  highly unlikely that any other mcthod could be sustained 
would bc wholly out of keeping with this Coicrl’s consist,ent and clcarly 
iwticulatcd approach to the qucstion of the Commission’s power t o  
regiilntc rates I t  h:is repcatcdly been stxted that  no single method 
nccd be followed by thc Commission in considering the justness and 
reesonablencss of rates 

The FCC did not begin t o  formally develop its ROIt system for 

uiii~easonahle, ~udici;ll inquiry under Lhc Act is a t  a n  end. * * * * 1TIo 

regulating the then-monopoly incumbent local exchange carricrs (“ILECs”) until the 

mid- l96Os, and conductcd a number of major ROR ratemaking proceedlngs 

regirding thc Bell System during thc 1960% 1970s and early 1980s E/ I-Iowevcr, 

the (I(immission never directly rcgulated the costs or rates of thc small and mid-size 

I l,L(.k (:ilso known as “independent” carriers because they were not affiliated with 

tlic prc-divc.~titure Bcll system). Prior to divestiture, thc independent ILECs 

9 



~.eroived i i  share of long-distance revcniics from thc monopoly long-distance carrier, 

zYr&‘P, thivugh a “settlcmcnts” proccss that was ”industry devlsed“ and barely, if a t  

a l l ,  ovc‘ iwvn by thc Corninissicin a! The lLECs slmply repartcd thcir costs to 

.Yr&‘l‘ or  i t >  Uell cvinpany affiliate:h, which rev~cwcd thclr cost studies, albeit with 

no Iiideprndent regula tcwy ovcrsight, and a settlement amount was  negotiated 

What the Coiniiussion did oversee, beginning in the 196Os, was thc 

Sepai~:rtions Manual, which contrcilled thc allocation of costs between the state and 

1ntc.rstatc lurisdictions n/ The Separations Manunl was utilized as a n  elaborately 

wniplex incchanism to funncl implicit universal service subsidies from long- 

distance LO local rates. u/ Thc separations rules (now in Part  36) contmue to servc 

that purpose to this day 

The system of “division of revenues” and “settlements” became 

~tiis~iscainahle with the ~,metg:riice of long-distancc competltion ‘rhus, the PCC 

rcplnccd that systcin with iiccess charges, and created the National Exchange 

Carrier Associatmn (“NKCA”), consisting of ILEC membcrs and r u n  by the ILECs’ 

10 



~cpicsciilalivcs, B/ to take over ccrtain fiint;l.ions previously handled by AT&T 

I:trilf ~~crrdi i ia t ion.  monitoring of individual ILECs’ cost studies, dcvclopmcnt of 

,ivci;iged ralcs, and pool adniinistration No indcpcndcnt regulatory authority ever 

Ihot~iiughly wvicwed thr  cost siibmissions by the small, independcnt ILECs, 

dthough the PCC cxcrciscd ii tlcgree of oversight over NECA’s tariff filings and 

orhcr opcixtiuns 

Gradually, the rules werc rclaued, and the larger lLECs wcrc 

pcImittc~l t u  exit from NECAs rate pools and averaging. However, threc 

incch;inisins werrs cst.abhshed to prcscrvc the pre-divcstiture subsidies that  the 

small, indcpcndent ILECs had enjoyed undcr the old “settlements” system. After 

the 1996 i lr l  was  enacted, contributions from the telecoinmunlcations carriers 

t ~ ~ ~ c a i n c  t.hc source of funding fur these mechanisms (replacing somc, but not all, of 

the InicxsLatc access chiirgcs paid by long-distance carriers). The disbursemenl 

~ u l e s  fCJ1- rural ILECs, however, i’cniain essentially the same as  they were prior to 

19%. with only mininial cxccptions, such as. 

0 First, for riiral lLEC study areas that reported loop costs that  were 
above the national average, the ILEC was allowed to recover a 
significantly higher proportlon of i ts  loop costs than it would havc 
received under the standard separations rules. This mechanism, 
origmally known simply a s  the “Universal Service Fund,” S L I ~ V I V ~ S  

tod:iy as “Nigh-Cost Loop” support, and amounts to over $1.1 bilhon 
annually. 201 



Second, tor rural 1LEC study areas with very small numbers of lines 
(regardless of thc total number of lines provided by the holding 
comp;iny’s uthcr affiliates), the ILEC was  also permitted to recover 
increased access charges This was originally implemented through a 
twc>ak in thc Jurisdictionai separations rules known as Dial Equipment 
Minutes (“UEMs”) Weighting, which assigned a significantly higher 
proportion of those ILECs’ switching costs into the interstate 
jurisdiction than would have been justified by their relative interstat,e 
switch usage. This “UEMs Weighting” mechanism survives today as 
“Local Switching Support,” amuutiting to over $400 million per 
year 1/ 

‘Yhird, low-cost ILECs that departed from the NECA cost-averaging 
pools wcrc rcquired t u  mnkc payments into the pools to support the 
high-cost 1LECs rcmaimng in thc pools These payments, which were 
phased down during the 1990s but never entirely eliminated, surnve 
today as “Lung l‘crrn Support,” and amount to over $500 million 
annually 221 

While the Commission has adopted some rcforms to the RLECs’ 

ititci,state access charge structure, such as reducing those charges from thcir pre- 

<sxIhLing. :ll,surdly high levcls to levels that  are still high, but more closely 

:ipproaching those charged by largcr ILECs, thc ROK systcm remains the basis for 

setting the RLECs’ access rates In fact, i n  order tu perpetuate the ROR rcgulatory 

syslcin. the Commission established the Interstate Common Line Support (“ICLS) 

iund t:rigctcd tri guarantee revenuc neutrality for the RLECs a t  the time of access 

cliargc rczfurm a/ The ICLS fund distributes over $400 million annually. 
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By contrast. the Commission long ago eliminated ROR regulation for 

.Vr&‘r a i i t l  the large ILICCs, and replaced tha t  system wi th  price cap regulation. In  

that  procccding (discnssed a t  greater length below), the Commission found that 

llOlt rcgulation gives rcgulatcd carriers inetfiaent investment incentives, impedes 

iiiiiu\YI tion, and creates oppurtumties fur carricrs to pad their expenses and 

mis:illuciitc costs in ordt*r to iinpr(jpcr1y incrcasc thcir revenues 

Coiiiin1ssiun derided l o  eliminate liOK regulation a s  the basis for AT&Ts long- 

dist;mce r:it.cs i n  1989, and as the basis for the  large ILECs’ interstate access 

r.hnlgcs in 1990 ‘311 Stale comni is~ iun~ shared the FCC’s aversion to ROR 

vcgulatirm uf te1ccoinmunic:itians curricrs, and all but six of them have abolished 

NOR for t h v  Bell Operating Cumparues 251 

On thls basis. the 

In enacting the 1996 Acl, Congress spccifically relectcd ROK as the 

l)asis fur setting rates for unbundled network elements (“UNEs”). Section 

252(d)(l)(A)(i) directs thc FCC and state commissions to set rates for 

int~rrr,tinec~ion and network clctnents “based on the cos1 (delermincd wlthout 

rrfercncc to a rate-of-ret u m  or other ratc-based procccding) of providlng the 

intc.ironnectiun or network clcment . . 

1 t  cloar that the methodology lor sctting UNE rates diffcrs from that  used for 

.” 261 To be sure, the Commission has made 
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clctrlnniiing iiniversal Y C ~ V I C E  suppor t  

S u p w m c  Court ,  in itpholding the Commissioii’s initial order rejecting the use of 

cmhcdded costs in setting U N E  i-atcs, specifically notcd the problemntlc naturc of 

1ZOl( rcgulatton 381 Thc C~iintniasion again “reaCfirm[ed] [~ts] commi tmen t  to 

forward-luoking c ~ ~ s t i n g  principles” and dcclined to open  a n y  inquiry into 

”:I Irc~i.native pricing mcthodologies t h a t  rcly in whole or in p a r t  o n  embedded costs” 

Nonethelcss,  it is notable  t h a t  the 

B. The Commission Has Repeatedly Committed to Transitioning 
High-Cost Universal Service Support To A Forward-Looking 
Cost-Based System. 

In implerne i i t~ng  the 1996 Act’s i iniversal  service policy, the 

(~oniinissioii h a s  rcpcatcdly commit ted itself to  e l iminat ing the pre-1996 high-cost 

nlcclianisnis based o n  enibeddcd costs and ROR regulation, a n d  replacing them 

- 
2 1  TELRIC NPRM, 7 46. USF‘InpiLIs Oidci, 14 FCC Rcd 20156, 20172, 11 32 

- 2% V C I M J , ~  u IT.‘(:, 535 IJ S a t  51 2 c[T]hc temptation wi~uld remain tu uvrrstate book costs 
: , I  trdic,makii~g cui~imi~sions and  so ,perpetuate t he  intrnctahle prublems that led to the price-cap 
i n o o b i i i i u n  ”), id at 317~18 ( t h e  ‘buuk’ value or emhedded costs of capital presented to 
i l ~ ; ~ ~ i i l i w ~ ; i l  ~ , t k m : ~ k t n g  1,udics oftcm bow littlc rcscmblancc Lo the econumic value of capital”), id 
a t  ,518 (“IR],iok cost5 niay be uveistatod by appruximatcly $5 billion ”) (quoting FCCReleascs 
Aiidil h‘cpurl c l i i  R U 0 C ~ ’ P r v p v r t ~  Rr~r,rda, Repnrt Nu CC 99-3 (re1 Fab 25, 1999) See also 
TXL’LRIC NPh‘M, 11 411 11 82, I i n p l t ~ m c n ~ u l i w t  u l i h e  Lucul Coinpelilwn Prouisiuns in Lhe 
7i , lc(ui i i i , iurri~uliui isAct of 1Y96, First 1tepIJl.t ; r n d  Order, 11 FCC Itcd 15499, 15846. ll 679 
(lcilt6) (“Lucol Compclclmit 01 der”), subsiyurnl li.~story ofriitled (“Adopting a pricing methodology 
b.tsrd on Iorw;rrd-l~,oking, e c o n u m ~  ctists Iiest replicates, t u  the extent possible, the conditions of 
n t~mnpcLilivt! market In ;idditiun, a Curward-louking cost methuduiugy reduces the ability of an 
ini.umlicnt LEC to vngage In anti-competitive hrliavior ”) 

~ x Y X U I ‘ K ~ ~ ~ V P R M ,  y $  3, 37 Sce ulso I d ,  Scparate Statement of Chairman hllchael K 
1’(1wdl ~ l ~ ) ~ r n m i l r n c n I  lo rciuiiwiz u lor.u,urtl-look~r~/:,I~i~i~ uppruach is unwauierinl: - what we 
i l l  c d r b a t ~ n $  i b  Lhe estcnl  tu  which realistic assumplions about the Incumbent’s network should 
be ~ n c l u d e d  111 our pricing ruIcb ”) (emphasis added). Scpar;lle Statt:mcllt uf Commissioner 
K c w  .J Mni tiii (“1 belicve that the prices lor unburldled netwurk elements should be based on 
t k  b!&-k& ~cplacemcnt cost u l  the ILEC‘s network ”) (emphasis added) 



with Iiigh-cost support bascd on forward-looking cost In the Cincuersal Servlce Iiirst 

Kcporl unci Ordcr,  thc  Cmmlssion concluded lhat  the pre-1996 mechanisms 

"neither ensiirc that  ILHCs arc operating efficiently nor encourage thcm to do so" 

;ind are "contrary l o  sound econuinic policy " a/ The Commission found that, for 

hniiil l riit-ai wrrlcrs as well :is for non-rural carricrs, "basing support on forward- 

looking cconomic cost . will require telecommunications carriers to opcratc 

cl'ficic-ntly aiid will L'acilltatc thc move to competition in all telecommi~nications 

markets " a/ The Commission elaborated on Its view that  a forward-looking 

n w h a n i m  would be consistent with the Act and better serve the statutory 

OhJCCt lVCS 

Consistent with the Joint Board's recommendation, we anticipate, 
howcvcr, that  forward-looking support mechanisms tha t  could be uscd 
lor rural carriers within the continental United States will be 
dcvclopcd wilhin thrct  years of release of this Order. We conclude 
that M forward-looking economic cost methodology consistcnt with the 
principles we set forth in this section should be able to predict rural 
carriers' forward-looking economic cost with sufficient accuracy that 
carriers serving rural areas could continue to make infrastructure 
Improvements and charge affordable rates Like the Joint Board, we 
conclude that  calculating support using such a forward-looking 
cwnornlc cost methodology would comply with the Act's requirements 
that  support bc specific, predictable, and sufficient and that  rates for 
consumers i n  rural and high cost areas be affordable and reasonably 
comparable to rates charged Cor similar services in urban areas 
Moreover, such n mcchanisin could target support by calculating costs 
ovcr a smaller geographical arca than the study areas currently used. 
In :iddlhon, wc find thal  the use of mechanisms incorporating forward- 
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